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BEFORE T C & $ ~ T . I O N , , C O  ION TED (mi  LY iu 33 

JIM IRVIN 

RENZ D. JENNINGS 
COMMISSIONER-CHAI- 2 9 1998 
COMMISSIONER 

COMMISSIONER 
CARL J. KUNASEK 

IN THE MATTER OF THE COMPETITION IN ) DOCKET NO. RE-OOOOOC-94-0 165 
THE PROVISION OF ELECTRIC SERVICES 
THROUGHOUT THE STATE OF ARIZONA. 

) 
) 

ATTORNEY GENERAL’S EXCEPTIONS 
TO PROPOSED OPINION AND ORDER 

Pursuant to the relevant Procedural Orders, the Attorney General hereby submits the following 

exceptions and objections to the proposed Opinion and Order issued May 6, 1998 in the above- 

captioned matter. 

1. The Proposed Opinion and Order fails to Consider Stranded Costs’ Effect on 
Competition 

The Proposed Opinion and Order acknowledges that the Commission has already determined 

that a transition to “competitive” generation will result in “lower prices, better service, more choices 

and increased competition.” Proposed Opinion and Order (hereafter “Opinion”) at p. 5,l. 1-5. While 

the Commission Restructuring Rules (hereafter “Commission’s Rules”) may need a clearer vision of 

what competition must look like, (Fessler, 2/10/98, p. 453,l. 20-25, p. 448,l. 19-20), they at least 

commit to competition. The Opinion recommends a full retreat to an unworkable regulatory regime. 

Stranded costs unquestionably distort the marketplace (Goldwater Institute direct testimony, 

p. 12,l. 2-3) and have the direct impact of causing higher prices. Stranded costs are barriers to entry. 

Yet the Opinion nowhere even considers whether its stranded cost determinations aid or interfere with 

competition. Worse, the Opinion ignores the significant impediments to competition that will occur 

if it is adopted. The Opinion, by redefining stranded costs as “lost revenues”, and by inventing a 
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“failing firm” rescue mechanism, not only abrogates the definitions already adopted in the 

Commission’s Rules, but also imposes new regulatory barriers to competition. The Opinion cannot 

be adopted by the Commission if it is to be true to the letter and the spirit of the Commission’s Rules. 

As the Attorney General has urged in these proceedings, if the Commission wishes to advance 

competition, one of its most significant roles is to &-regulate, by removing regulation and 

administrative process where only the discipline of the marketplace is required. (Goldwater Institute 

direct testimony, p. 12,l. 2-3.) To do this, the Opinion should have considered and determined, both 

in findings of fact and conclusions of law, whether each stranded cost valuation and payment proposal 

imposed barriers to competitive entry or impediments to technological advance, before determining 

the appropriate mechanism. The Commission’s implementation of the Opinion could be successfully 

challenged as unlawful or unreasonable because the Opinion is not based on substantial evidence and, 

in fact, completely disregards much of the evidence presented at the month-long stranded costs 

evidentiary hearing. Litchfield Park Service Co. v. Arizona Corp. Comm ’n, 178 Ariz. 43 1,434, 874 

P.2d 988,991 (App. 1994). 

The principal problem with the Order is that it neglects to ask the first question - whether 

stranded costs should be paid at all, in light of the competitive and technological circumstances of 

today. ’ The Opinion presumes that some stranded costs must be paid, and supports this presumption 

by redefining stranded costs in total disregard for the Commission’s Rules, which define stranded 

costs as: 

... the verifiable net difference between: 

a. The value of all the prudent jurisdictional assets and 
obligations necessary to hrnish electricity (such as generating 
plants, purchased power contracts, fuel contracts, and 

The Order does use the words “if any” once following the words “how much”. (Opinion, 
p. 6,l.  18.) The “if any’’ then disappears from the discussion and does not appear in the findings 
and conclusions. 
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regulatory assets), acquired or entered into prior to the adoption 

of this Article, under traditional regulation of Affected 
Utilities; and 

b. The market value of those assets and obligations directly 
attributable to the introduction of competition under this 
Article. 

A.A.C. R14-2-1601. The Opinion, however, redefines stranded costs as the “difference between 

market based prices and the cost of regulated power.” (Opinion, finding 8, p. 21,l. 3-4.) Thus, the 

Opinion is wholly circular, with the conclusion that lost revenues are a permissible methodology for 

stranded cost calculation following from the premise that stranded costs are lost revenues. 

The Attorney General, competitors, consumer groups and other interested parties amassed 

clear and substantial evidence that the lost revenues methodology impedes the move to competition. 

Not only does the Opinion wholly fail to address the weight of t h s  evidence, it completely disregards 

whether its recommendations help or hurt the move to competition. 

The Opinion Awards More than Return of Lost Equity and Creates an 
Unlawful Transfer of Wealth to Affected Utilities. 

2. 

The Opinion’s redefinition of stranded costs as the equal of lost revenue, measured by 

generation price less market price, not only contravenes the policy but contradicts the evidence on the 

justification for the award of stranded costs of any amount. The great weight of the evidence, indeed 

virtually all of the evidence on this point, is that the d y  justification for stranded costs is a loss of 

owner/investor equity caused by competition. 

As the Attorney General stated in his post-hearing brief, shareholders are the real “owners” 

of the investor owned utilities, (Meek, 2/27/98, p. 4251, Block, 2/25/98, p. 3551,l. 21-25, p. 3552, 

1. 1-8; Davis, 2/26/28, p. 3827,l. 14-15) and with or without a “regulatory compact” theory 2, the only 

There is little support for regulatory compact theory in law or in economics. In any event, 
an economic loss from competition, even where it reduces investors’ expected return, and even if 
it is allegedly unfair competition by the government, is not a constitutional “taking.” Laidlaw 
Waste Systems, Inc. v. City of Phoenix, 168 Ariz. 563, 565-67, 815 P.2d 932, 934-36 (App. 1991). 
A reasonable opportunity to recover the value of property “taken” by government is, in the 
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rational justification for stranded cost recovery is the view that the owner/shareholders have lost the 

equity they enjoyed or the opportunity to recoup high returns if things go well because the regulators 

have changed the entire utility environment by moving to competition. (Block, 2/25/98, p. 3551,l. 21- 

25, p. 3552, 1. 1-23; Goldwater Institute direct testimony, p. 9 , l .  4-1 1.). Awarding stranded costs 

based on management decisions or market events, however, is not justified. APS’ own expert testified 

that the utilities’ owners are entitled only to a “reasonable opportunity” to recover “100 percent of 

those shareholder funds that they have invested in plant and equipment that may be strandable owing 

to the Commission’s decision to introduce competition in Arizona” (Fessler, 2/10/98, p. 458,l. 19-21). 

Mr. Fessler also said that recovery itself “was never a 100% guaranteed result” (Id., p.459, 1. 9-10). 

TEP’s expert conclusively stated that any future gains, profits and losses (other than continuing 

Commission mandates) are no part of the stranded costs equation. (Gordon direct testimony, 1/9/98, 

p. 12,l. 9-12.) The Commission cannot on this record lawfully award any amount of stranded costs 

beyond that which repairs lost equity, and even then, it can only award stranded costs if the loss is 

caused by the move to competition and not by mismanagement. 

The Opinion ignores the great weight of evidence, the definition of stranded costs set forth in 

the Commission’s Rules, and wholly accepts APS’ and TEP’s argument and claim that revenue 

protection equals equity protection until the “market imbalance” is over in 2006. (Davis direct 

testimony, 1/9/98, p. 10,l. 10-20.) Moreover, the Opinion goes even further by ignoring the question 

of whether there has been a loss of equity at all in its redefinition of stranded costs as lost revenues. 

The Opinion thus accepts a measure of stranded costs that necessarily rewards management 

for inefficient costs, preserves a future competitive position or market share and protects future equity 

positions from the effects of competitive market prices. The Opinion clearly overcompensates 

constitutional sense, only an “adequate process for obtaining compensation”, not a fixed amount of 
money. The “adequate process can be, as it is in this docket, a process provided by a State. 
Williamson County Regional Planning Comm ’n v. Hamilton Bank of Johnson City, 473 U.S. 172, 
194-95 (1 985). 
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shareholders to the detriment of ratepayers and taxpayers. The Opinion’s recommendation to 

guarantee a revenue stream is not supported by substantial evidence in this record and adopting the 

Opinion would therefore be an abuse of the Commission’s discretion. See, Pima County v. Pima 

County Merit System Comm ’n, 189 Ariz. 566,944 P. 2d 508, (App. 1997); Havasu Heights Ranch and 

Development Corp. v. Desert Valley Wood Products, Inc., 167 Ark. 383, 807 P. 2d 11 19 (App. 

1990). 

By adopting this Opinion, the Commission would engage in an unlawful transfer of wealth and 

would essentially impose a tax on individual consumers and business customers. By abandoning the 

record and redefining the entire premise for stranded costs out of existence, the proposed Opinion uses 

faulty reasoning that has a predetermined outcome--providing insurance against competition. This 

is not the result the Commission’s Rules either envision or permit. 

3. The Opinion Abdicates the Responsibility to Promote Competition and 
Protect Consumers 

The Opinion offers the Affected Utilities lost revenues choices which concede that the primary 

objective of stranded costs is to protect the self-interest of the AUs, whether or not that self-interest 

is good for consumers or good for competition. Net loss revenue, even as modified, protects the 

inefficient high-cost provider from the “discipline of the marketplace.” No witnesses, other than 

current or former AU employees or their paid experts, testified that net loss revenue, without a true 

incentive for management to change by becoming lean and competitive, is in the interest of 

consumers, competitors, business users or competition as such. 

The Opinion offers these options without first determining whether the option will enhance 

competition or hinder it and without putting into effect free-market incentives that, once in play, will 

move management to decide what to do in a competitive environment rather than a protected one. If 

any proposal or aspect thereof slows the process down, calls for additional regulation, or transfers the 

risk of future competition away from the Affected Utilities and their competitors to ratepayers, the 

Commission must reject it. (See Gordon, direct testimony, 2/10/98, p 4,l.  2-27.) 
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The reduction of net loss revenue guarantees does not create these incentives nor does it 

recognize their importance. The market offers the proper incentives. (Gordon, 2/10/98, p. 737,13-14; 

Rosenberg, 2/18/98, p.2225-2230). The Opinion assumes “growth” will make up the difference so 

that the AU choosing net loss revenue does not, in its internal projections and decisions, have to act 

like real revenue changes are expected. In the lost revenues and “failing firm” options the Opinion 

recommends, the “incentives” to economize are management bonuses (Davis, 2/26/98 tr. p. 3763,l. 

19-25) along with the guaranteed shareholder rates of return, whether or not any IOU gets its real 

generation costs any closer to the wholesale or retail market price of power. Economists who testified 

recognized that it is the “genius” (Fessler, 2/10/98, p. 453,l. 20-25, p. 448,l. 19-20) or “discipline of 

the market”, which monopolies especially lack, that will produce the consumer benefit, (Goldwater 

Institute direct testimony, 1/9/98, p. 11,l. 25-26; see also Rosenberg, 2/18/98, tr. p. 2331; Gordon 

direct testimony, 1/9/98, p. 15, 1. 12-16) and not the promise that in competition the monopoly 

utilities will “make up” what they would have gotten under regulation through growth burdens on 

consumers and barriers to entry. 

4. 

A fact of free markets is that firms sometimes fail. While the Commission may be obliged to 

keep certain essential or must-run plants operating, there is no basis to keep a failing generation utility 

alive and profitable by revenue guaranties. This “option”, which forces consumers and business 

customers to pay off the debts of bad management, is wholly inconsistent with the Commission’s 

Rules and with the move to competition. 

There is No Evidence to Support the “Financial Integrity Option” 

The Opinion rightly notes that divestiture is an appropriate option. Thus, if an Affected Utility 

is failing, it should sell its generation assets to a company who is better able to profit from the assets 

now, during the current window of divestiture-opportunity, (Breen, direct testimony, 1/9/98, p. 14, 

1. 80-14) and recoup what it can. The Commission can protect the distribution assets of the failing 

firm through continued regulation. 
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It is unheard of in competitive marketplaces to protect failing firms from future competition 

(as compared to paying back investor losses). The rescue of a firm that cannot compete successfully 

is simply not within the power or responsibility of the Commission. To adopt an Opinion containing 

this option would be a clear abuse of discretion. 

Conclusion 

The Opinion recommends lost revenues in two of its three options. Using this methodology 

would over-compensate the Affected Utilities, drive the retail price of power higher, preserve existing 

market power even for inefficient firms, delay technological advances and generate artificial cash 

flows to subsidize retail prices for incumbents thereby thwarting the delivery of truly cheaper power 

from efficient providers to the Arizona retail market. These consequences, supported by the record 

but ignored by the Opinion, are contrary to the Commission’s Rules. 

For the foregoing reasons, the Attorney General urges the Commission to reject the proposed 

Opinion and Order, direct that it be revised to eliminate lost revenues and “failing firm” stranded cost 

valuation methodologies and that it consider the impacts of stranded cost awards on competition. 

RESPECTFULLY SUBMITTED this 2117L‘ day of May, 1998. 

GRANT WOODS 
Attorney General 

- r ’  

SUZANNE M. D LLIMOFE 
Antitrust Unit&f 
NANCY M. BONNELL 
Assistant Attorney General 
Antitrust Unit, Civil Division 
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San Francisco, CA 941 11 

Suzanne M. Dallimore 
Antitrust Unit Chief 
Arizona Attorney General’s Office 
1275 West Washington Street 
Phoenix, AZ 85007 

Bradford A. Borman 
PacifiCorp 
One Utah Center, Suite 800 
201 South Main Street 
Salt Lake City, UT 84140 
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James C. Paine 
Stoel Rives, LLP 
Standard Insurance Center 
900 SW Fifth Avenue, Suite 2300 

Attorneys for PacifiCorp 
Portland, OR 97204-1268 

Dr. Mark Cooper 
Citizens Research 
504 Highgate Terrace 
Silver Spring, MD 20904 

Barbara Sherman, Chairman Watchdog Committee 
120 E. McKellips Road 
Tempe, AZ 85281-1 118 

Dated this B+$ay of May, 1998 
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